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About Confluence Investment Management LLC     
Confluence Investment Management is an independent Registered Investment Advisor located in St. Louis, Missouri, that provides professional portfolio management and advisory services to institutional and 
individual clients. Confluence’s investment philosophy is based upon independent, fundamental research that integrates evalua tion of market cycles, macroeconomics and geopolitical analysis with the firm’s  
value-driven, company-specific approach. The portfolio management philosophy begins by assessing risk and follows through by pos itioning clients to achieve their income and growth objectives. 

 

Strategy Commentary 

Emerging market equities sold off sharply in the first quarter 
of 2020 as the COVID-19 pandemic blanketed the world and 
stalled global economic activity. Further complicating the 
situation was a collapse in oil prices, resulting from a 
production dispute between Saudi Arabia and Russia. Oil 
prices were already weak due to the demand destruction caused 
by stalled economic growth and extensive travel bans 
implemented to limit the global spread of the coronavirus. The 
magnitude and speed of the equity market decline were 
unprecedented as emerging markets posted their worst quarter 
since 2008, falling 24%, with all regions and sectors finishing 
with negative returns. The MSCI Latin American Index was 
the hardest hit, falling 46%, because of its dependence on 
global growth and commodities at a time when economic 
activity has stalled. Complicating the Latin American situation 
was the presidents of Brazil and Mexico shrugging off the 
significance of the virus as late as mid-March.  
 
Economic activity in China ground to a halt as global 
lockdowns in more than 200 cities resulted in massive supply 
chain interruptions. China’s Purchasing Managers Index 
dropped from 50 in January to a record low of 35.7 in 
February. Retail sales plunged 21% for the January-February 
period (Y/Y), and auto sales were 80% lower Y/Y. Ironically, 
the MSCI China Index only fell 10% during the first quarter as 
the country began to relax its strict isolation policies and allow 
its people to return to work by the end of the quarter. Chinese 
domestic consumption now hovers around 85% of normal 
levels, and online sales have normalized. 
 
By the end of the quarter, the virus had spread to 180 
countries. Most of these nations continue to struggle with 
treating the disease and the ramifications of a global shutdown. 
Emerging markets are particularly vulnerable due to 
questionable social safety nets and health care systems not 
properly equipped for a pandemic. Developing countries also 
felt the secondary effects of the outbreak, which included 

supply chain disruptions, a stronger U.S. dollar, and sharply 
lower commodity prices. Emerging markets started the year 
with high expectations as earnings expectations were 
reaccelerating following the resolution of Phase I of the U.S./
China trade agreement signed in December 2019. Emerging 
markets tumbled when it became clear that the virus was 
spreading beyond mainland China, and the Chinese 
government implemented a strict lockdown in several major 
Chinese cities. 
 
The monetary policy reaction has been swift and aggressive. 
Some of the largest economies have responded with copious 
liquidity and/or interest rate cuts and reserve ratio reductions. 
Central banks in the emerging markets introduced a host of 
liquidity measures to help support their economic and financial 
systems. Some are doing so at the expense of their currencies, 
which have weakened significantly. The massive monetary and 
fiscal packages by both developed and emerging markets are an 
effort to support the global economy and prevent a deep 
recession from morphing into a more serious global 
depression.   
 
While the emerging market sell-off was quick and brutal, it has 
provided us opportunities to add high-quality, growth-oriented 
emerging market equities at attractive valuations relative to 
where they were just three months ago. We have circled back 
to countries and regions where the coronavirus has ravaged the 
economy, but life is beginning to return to “normal.” One 
advantage of this recent dislocation within global equity 
markets is that high-quality growth stocks recently deemed too 
pricey are now potential portfolio additions. This is 
demonstrated by the fact that the Price/Earnings ratio of the 
MSCI Emerging Markets Index fell to 12.5 on March 31, 2020, 
16.7% lower than the Index P/E on December 31, 2019.  
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Confluence Emerging Markets invests in large cap, growth-oriented companies in the more mature emerging markets around the world. The 
strategy’s management team employs both top-down and bottom-up fundamental analysis to identify attractive emerging market countries and 
economic sectors as well as high-quality companies worthy of a long-term investment allocation. The portfolio’s primary objective is long-term 
capital appreciation.  
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Quarterly Trading Summary  

We were not pressed to make major portfolio changes as a 
result of market conditions. Instead, we focused on reducing 
energy-related exposures in the emerging market energy 
exporters where prices have fallen well below the costs of 
production and looked for opportunities within energy 
importers who will benefit from sharply lower energy prices. 
During the quarter, we made six changes to portfolio holdings: 
the purchase of Vipshop Holdings Ltd. (China, Consumer 
Discretionary), additions to China Southern Airlines Co. Ltd. 
(China, Industrials) and China Petroleum & Chemical Corp. 
(China, Energy), the reduction of Petrobras (Brazil, Energy) to 
a half position, and trims of Ecopetrol S.A. (Colombia, 
Energy) and Localiza Rent a Car S.A. (Brazil, Industrials).  
 
In mid-January, we purchased Vipshop Holdings (VIPS), an 
online discount retailer operating throughout China that offers 
brand name products at discount prices. With much of the 
country shut down, VIPS is able to capture online Chinese 
retail sales when physical shopping is challenging or non-
existent.  We also viewed VIPS as a complement to our other 
Chinese online retailer, Alibaba.  
 
At the end of January, we sold a portion of our position in 
Brazilian car rental company, Localiza Rent a Car, reducing our  
exposure to the travel and leisure sector in anticipation of 
potential reduced travel in Brazil due to the coronavirus.  
 
Early in the quarter, the coronavirus pandemic ravaged 
Chinese share prices, especially in the travel/leisure and energy 
sectors, because most of the country was under lockdown to 
minimize the spread of the virus. In mid-February, we made 
several incremental adjustments to take advantage of changes 
in the macro environment. We added to half-positions in 
China Southern Airlines Co. Ltd. and China Petroleum & 
Chemical Corp. as the recent selloff allowed us to increase our 
positions at attractive valuations. China Southern Airlines is 
China’s largest airline and the world’s fifth-largest airline based 
on market cap. The fleet of 600 planes has over 2,000 flights 
per day to more than 200 destinations around the world.  
Although China Petroleum & Chemical Corp. falls into the 
Energy sector, it has significantly more operations than its 
peers, including refining and chemical products. We believe 
these companies should resume their prior growth and 
perform well as the Chinese economy fully reopens following 
the coronavirus shutdown. 
 
In mid-February, we recognized that global energy demand 
could decline markedly as travel bans were instituted. We felt 

our Energy overweight in this portfolio would be adversely 
affected, and therefore reduced our positions in Petrobras and 
Ecopetrol. Oil prices continued to fall for the balance of the 
quarter as the breadth and depth of the global recession 
became more evident. By mid-March, a disagreement between 
Saudi Arabia and Russia regarding an appropriate production 
cut resulted in both parties producing at maximum capacity, 
further exacerbating the problem. Oil prices crashed to the low 
$20s/barrel by quarter-end.  
 
Performance Review 

During the first quarter, the MSCI Emerging Markets Index 
posted a return of -23.6% compared to -23.9% for Confluence 
Emerging Markets (gross of fees). During the past year, the 
Confluence Emerging Markets strategy recorded a return of    
-21.8% (gross of fees) versus -17.7% for the MSCI EM Index. 
(The strategy’s QTD and 1-year returns were -24.4% and -24.2% (net 
of fees), respectively. Net of fees calculated using the highest applicable 
annual bundled fee of 3.00%. See disclosures on p.4 for fee description; 
actual investment advisory fees may vary.) 
 
The two best-performing countries within the portfolio on an 
absolute basis were China (-11.1%) and South Africa (-13.2%), 
while the weakest returns were recorded by Colombia            
(-51.2%) and Brazil (-49.1%). Health Care (-0.4%) and 
Communication Services (-11.6%) were the strongest sectors 
during the quarter, while Financials (-39.4%) and Energy        
(-39.2%) were the worst-performing sectors.   
 
The top-performing and worst-performing positions during the 
quarter were as follows: 
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(Contribution data shown from a sample account) 

Security Avg Weight Contribution

Top 5

ZTO Express Cayman Inc. 3.94 0.41

Vipshop Holdings Ltd. 2.34 0.25

Tencent Holdings Ltd. 3.94 0.12

Dr. Reddy's Laboratories Ltd. 1.56 (0.00)

Prosus N.V. 0.45 (0.02)

Bottom 5

Itau Unibanco Holding S.A. 1.94 (1.08)

Melco Resorts & Entertainment 2.15 (1.17)

Ecopetrol S.A. 2.84 (1.28)

Banco Bradesco S.A. 2.20 (1.38)

HDFC Bank Ltd. 3.11 (1.40)
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What We Are Watching 

Emerging markets generally will need two conditions to be met 
to support economic growth: a weak U.S. dollar and 
resumption of global trade. 
 
The U.S. dollar has strengthened during the past quarter as 
investors globally sold equities and sought the perceived safety 
of U.S. Treasury securities, and the U.S. dollar has appreciated 
against every emerging market currency to varying degrees. 
The impact is twofold. Weakening emerging market currencies 
are inflationary as consumer purchasing power is diminished. 
And, if the country issued U.S. dollar-denominated debt, debt 
service costs are higher, leaving less money for government 
spending. We expect the dollar to resume its weakening trend 
as the world economies begin to reopen and return to some 
type of normalcy. Given the level of monetary and fiscal 
support provided by the U.S. to minimize the impact of the 
shutdown relative to other nations of the world, we would 
have expected the U.S. dollar to be even weaker than its 
current level. 
 
Global economic activity is already starting to re-emerge in 
some of the first hit emerging markets. Provided global supply 
chains are not severely compromised, emerging market growth 
should resume. The latest forecasts from the IMF and World 
Bank show emerging market growth to be nearly two times the 
growth of the world’s developed markets over the next several 
years. Nevertheless, uncertainty around the timeline for 
recovery and the pandemics’ ultimate costs have created a set 
of risks for investors to consider. Our focus on owning high-
quality companies attempts to minimize the impact of adverse 
events on the long-term sustainability of our equity holdings.  
 
Several key risks remain for the world’s emerging markets 
moving forward: 
 Money could move out of the asset class reversing positive 

inflows. 
 Supply chains could be permanently fractured as 

businesses reconsider their options. 
 A protracted strong U.S. dollar could negatively impact 

emerging market economies with large dollar-denominated 
debt issuance. 

 Oil prices may stay low for an extended period, pressuring 
oil-exporting nations. Oil-importing nations will be the 
biggest beneficiaries of lower energy prices. Primary 
beneficiaries include China, India, Indonesia, and the 
Philippines, representing some of the most populated 
nations in the world. 

 The virus may prove hard to eradicate, straining health 
care systems and requiring more extensive social distancing 
measures. 

 
The resumption of global growth will be evaluated as targets 
are achieved, demonstrating that global economies are no 
longer restrained by the COVID-19 virus. First, if China can 
return to work without experiencing a major resurgence in 
cases once social isolation policies are lifted, it will bode well 
for the return to normal for the rest of the world over the near 
term. It will also likely be very positive for emerging market 
equities. Monitoring the conditions and experiences in other 
hard-hit areas, including Europe and the U.S., could create 
confidence that the worst is behind us, and global growth can 
resume, albeit at a moderate pace. Second, we would like to see 
Chinese companies operating at full capacity, demonstrating 
that the virus is well contained and reinfection rates are not a 
major concern. This would show that the virus has not 
materially reappeared, and global growth in Europe and the 
U.S. can resume. Finally, OPEC+ must establish the proper 
production levels for a world of reduced oil demand. Prices 
need to stabilize at levels energy producers can justify. 
 
We are optimistic that this pandemic will pass. Governments 
and central banks in both developed and emerging market 
countries have taken serious steps to lessen the economic 
impact on their economies. Valuations have fallen to very 
compelling levels since the beginning of the year, and emerging 
markets are expected to regain their position as leaders in 
global growth as some level of normalcy returns. While global 
growth has paused as the world fights the ramifications of 
COVID-19, demographics which drive the appeal of emerging 
market investing continue unabated.   

 

Mark Keller, CFA 
William O’Grady 
Tore Stole 
Blair Brumley, CFA 

Patrick Fearon-Hernandez, CFA  
Matthew Sinkovitz 
Kaisa Stucke, CFA 
Gregory Tropf, CFA 
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Pure Gross-

of-Fees1 
Net-of-
Fees2 

MSCI EM 

Since  
Inception** 2.4% (0.6%) 1.7% 

10-Year* 1.6% (1.4%) 0.7% 

5-Year* (1.0%) (3.9%) (0.4%) 

3-Year* (3.2%) (6.0%) (1.6%) 

1-Year (21.8%) (24.2%) (17.7%) 

YTD (23.9%) (24.4%) (23.6%) 

QTD (23.9%) (24.4%) (23.6%) 

Calendar 
Year 

Pure Gross-
of-Fees1 

Net-of-
Fees2 

MSCI EM 
Difference 

(Gross-MSCI 
EM) 

# of 
Portfolios 

Composite 
Assets 
(000s) 

Total Firm 
Assets (000s) 

Composite 
3yr Std Dev 

MSCI EM 
3yr Std Dev 

Composite 
Dispersion 

2009** 10.3% 9.5% 8.5% 1.8%       5  $1,030 - N/A N/A N/A 

2010 13.1% 9.8% 18.9% (5.7%)       5  $1,462 - N/A N/A 0.1% 

2011 (15.7%) (18.2%) (18.4%) 2.7%       7  $2,430 - N/A N/A 0.0% 

2012 11.4% 8.1% 18.2% (6.8%)       4  $2,346 - 18.3% 21.5% 0.8% 

2013 13.5% 10.2% (2.6%) 16.1%       1  $220 - 16.0% 19.0% N/A 

2014 (3.6%) (6.5%) (2.2%) (1.4%)       4  $1,636 - 13.9% 15.0% N/A 

2015 (2.7%) (5.6%) (14.9%) 12.2%       6  $3,218 - 14.7% 14.1% 0.5% 

2016 0.7% (2.3%) 11.2% (10.5%)     17  $6,265 - 15.5% 16.1% 0.2% 

2017 42.7% 38.5% 37.3% 5.4%     16  $9,288 - 15.0% 15.4% 0.8% 

2018 (19.7%) (22.1%) (14.6%) (5.1%)     15  $8,643 $5,486,737 14.8% 14.6% 0.6% 

2019 17.3% 13.9% 18.4% (1.1%)       13  $9,604 $7,044,708 16.0% 14.2% 0.6% 

10 Largest Holdings Weight 

ZTO Express Cayman Inc. 5.4% 

Alibaba Group Holding Ltd. 5.4% 

Tencent Holdings Ltd. 5.0% 

Vipshop Holdings Ltd. 3.7% 

Yandex N.V. 3.6% 

Huazhu Group Ltd. 3.5% 

MercadoLibre, Inc. 3.3% 

Wal-Mart de-Mexico 3.1% 

ENN Energy Holdings Ltd. 3.0% 

China Petroleum & Chemical Corp. 2.9% 

Sector Allocation  Weight 

Consumer Discretionary 22.8% 

Financials 15.4% 
Communication Services 14.4% 
Industrials 9.1% 
Energy 7.8% 
Consumer Staples 6.8% 
Information Technology 6.7% 
Cash & Other 6.1% 
Materials 4.8% 

Health Care 3.2% 

Utilities 3.0% 

The listing of “10 Largest Holdings” is not a complete list of all stocks in the portfolio or which Confluence may be current ly recommending. Application of the investment strategy as of a later date will likely result in changes to 
the listing. Listings of countries and holdings do not represent all of the countries/stocks currently or previously owned in  the portfolio or which Confluence may be currently recommending. Sector/country weightings and 
holdings of individual client portfolios in the program may differ, sometimes significantly, from these listings. Contact Con fluence for a complete list of holdings.  
 

All investments carry a certain degree of risk, including possible loss of principal. It is important to review your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity 
securities are subject to market risk and may decline in value due to adverse company, industry or general economic conditions. 

10 Largest Countries  Weight 

China 42.0% 

Brazil 8.6% 

India 8.2% 

Hong Kong 6.9% 

Mexico 6.2% 

Russia 5.8% 

Argentina 3.3% 

Taiwan 2.9% 

South Korea 2.8% 

Peru  2.3% 

*Average annualized returns 

**Inception is 10/1/2009 

Portfolio Benchmarks 
MSCI Emerging Markets (Net) Index – Free float-adjusted market capitalization index designed to measure the equity market performance of emerging markets. Performance results are presented net of estimated foreign 

withholding taxes on dividends, interest and capital gains. (Source: Bloomberg) 

(Prior to March 31, 2020, the S&P/BNY Emerging Market ADR Index was shown as a secondary benchmark. This index was removed to  simplify the presentation, being less widely recognized and relevant than the primary benchmark. An 
index is unmanaged and does not incur management fees, transaction costs or other expenses associated with separately managed accounts. It is not possible to invest directly in the index.) 

Confluence claims compliance with the Global Investment Performance Standards (GIPS®) and has prepared and presented this report in compliance with the GIPS standards. Confluence has been independently 
verified for the periods of 8/1/2008 through 12/31/2018. A copy of the verification report is available upon request. Verification assesses whether: 1. the firm has complied with all the composite construction requirements of 

the GIPS standards on a firm-wide basis, and 2. the firm's policies and procedures are designed to calculate and present performance in compliance with the GIPS standards. Verification does not ensure the accuracy of any 
specific composite presentation.  

The Emerging Markets Strategy was incepted on October 1, 2009, and the current Emerging Markets Composite was created on May 1, 2018. Performance presented prior to May 1, 2018, occurred while the Portfolio Management 
Team was affiliated with a prior firm and was independently verified for the periods of 10/1/1999 through 12/31/2017. The Por tfolio Management Team members were the primary individuals responsible for selecting securities to buy 

and sell. Composite performance is typically net of foreign withholding taxes on dividends, interest income and capital gains  with some exceptions based on custodian treatment. Confluence Investment Management LLC is an 
independent registered investment adviser. Results are based on fully discretionary accounts under management, including thos e accounts no longer with the firm.  Past performance is not indicative of future results. The U.S. Dollar  

is the currency used to express performance. Returns are presented gross and net of all fees and include the reinvestment of all income. 
1 Pure gross returns are shown as supplemental information to the disclosures required by the GIPS ® standards.  
2 Net-of-fee performance was calculated using the highest applicable annual bundled fee of 3.00% applied quarterly.  This fee includes brokerage commissions, portfolio management, consulting services and custodial services. The 
Confluence fee schedule for this composite is as follows: 1.00% on the first $500,000; 0.90% on the next $500,000; and 0.75% over $1,000,000.There are no incentive fees. Clients pay an all-inclusive fee based on a percentage of 

assets under management. The collection of fees produces a compounding effect on the total rate of return net of fees. Subseq uent to February 1, 2013, bundled fee accounts make up 100% of the composite for all periods. Actual 
investment advisory fees incurred by clients may vary. Wrap fee schedules are provided by independent wrap sponsors and are a vailable upon request from the respective wrap sponsor. 

Performance prior to February 1, 2013, is based on the Emerging Markets–Direct Composite which was initially created on October 1, 2009. The Emerging Markets–Direct Composite includes accounts that pursue the Emerging 
Markets strategy, but do not have bundled fees. Gross returns from the Emerging Markets–Direct Composite include transaction costs and net-of-fee performance was calculated using the highest applicable annual bundled fee of 

3.00% applied quarterly. A complete list of composite descriptions is available upon request. Additional information regardin g policies for valuing portfolios, calculating performance, and preparing compliant presentations are 
available upon request. Prior to year-end 2018, the annual composite dispersion was an asset-weighted standard deviation calculated for accounts in the composite for the entire year. Beginning with year-end 2018, an equal-

weighted standard deviation calculated for accounts in the composite for the entire year. The Emerging Markets Composite contains fully discretionary Emerging Markets wrap accounts. The Emerging Markets portfolio invests in 
U.S.-listed shares of companies from emerging markets.  **Results shown for the year 2009 represent partial period performance f rom October 1, 2009, through December 31, 2009.  N/A-Composite Dispersion: Information is not 

statistically meaningful due to an insufficient number of portfolios in the composite for the entire year.  N/A-3yr Std Dev: Composite does not have 3 years of monthly performance history. 

Individual holding performance and contribution methodology as well as a list of every holding’s contribution to the strategy  can be obtained by contacting Confluence. Material is published solely for informational 

purposes and is not an offer to buy or sell or a solicitation of an offer to buy or sell any security or investment product. Holdings identified do not represent all of the securities purchased, sold or recommended. Sector and 
country allocations along with securities mentioned represent a portion currently or previously held in a representative (model) portfolio invested in accordance with the stated investment strategy. Information is presented as 

supplemental information to the disclosures required by GIPS® standards. Opinions and estimates are as of a certain date and subject to change without notice. Investment or investment services mentioned may not be 
suitable to an investor and the investor should seek advice from an investment professional, if applicable. Past performance is no guarantee of future results. Investing in securities involves the risk of loss of the amount 

invested that investors should be prepared to bear. There can be no assurance that any investment objective will be achieved or that any investment will be profitable or avoid incurring losses. Indices: The MSCI Emerging 
Markets Index is shown as additional information. This index is unmanaged. An investor cannot invest directly in an index. It  is shown for illustrative purposes only & does not represent the performance of any specific 
investment. Index returns do not include any expenses, fees or sales charges, which would lower performance.  
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